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Background

One of the 2000/01 Alternative Investment objectives was for “gdaff to explore the feashility and
potentia benefits of private equity investmentsin under-served urban and rurd communities.”

At the September 6, 2000 meeting, the Investment Committee directed Staff and the Alternative
Investment Advisor to work with an independent consultant to prepare a study to fulfill this objective.
Al saff developed a “Scope of Study” setting forth the necessary focus of the report for the work
activity of the consultant providing the research. The Investment Committee approved the scope of this
sudy a the January 9, 2001 meseting. The Milken Indtitute prepared a contract bid based on the
approved “ Scope of Study” and was awarded the contract.

Andydgs

The Milken Ingtitute has prepared a report that has been reviewed by Senior Investment Management
Staff at CaSTRS and the Alternative Investment advisor.

There are two themes that can be taken from the Milken study:

There are sgnificant demographic changes occurring in the United States, especidly in certain
gates including Cdifornia. The changing demographic nature of the U.S. appears likely to result
in non-whites becoming the “mgority” population by the year 2050. While the study does not
explan why, it does say the anticipated demographic shift could present investment
opportunities for dternative investors.

According to the Milken study, there is little detailed information available to address many of
the issues identified in the proposed “Scope of Study”. An dectronic mail message from the



Investment Committee— Item 15
September 5, 2001

Page 2

Milken Indtitute dated August 1, 2001 states “some of the issues raised in that scope cannot be
addressed given the youth of this market and the resulting paucity of reported investment data
and current knowledge base” The dectronic mail message further dates, “Currently such
performance data does not exist to the best of our knowledge.” The absence of available
information with respect to comparable returns is due to minimd indtitutiona investor activity in
this market segment to date.  This made it difficult for the Milken study to address many
questions regarding investments in under-served urban and rurd communities.

Basad on the above themes, CASTRS has the option of pursuing investments in under-served urban
and rura markets, an area that shows promise. However, as indicated in the Milken study the size of
this “new market” is undetermined and market research information is gill not avalable that dearly
demondrates whether the investment return will be statisticaly meaningful to alarge public penson fund
with over $100 hillion in assets.

Furthermore, CaSTRS Board and Staff are subject to fiduciary prudence standards that need to be
observed for investing in an area described by the Milken Indtitute as a“ new asset category,” adbeit one
that represents the highest risk asset class for CASTRS. Hence, Staff believes a greater research
foundeation is needed that provides the needed risk and return assessment before Cal STRS can proceed
with such investing. Findly, CASTRS has not been a “firsd mover” into new investment aress where
data does not exis showing the relaionship between the risk CASTRS would be taking and the
expected return.

Recommendation

Staff recommends that no further action be taken given the Milken Ingtitute s inability to find meaningful
supporting data to properly address the scope of the study previoudy approved by the Investment
Committee.

If the Investment Committee seeks to pursue the option of investing in under-served urban and rura
communities, further market research and therefore additiond funding will be required.
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